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RECOMMENDATION 


The  Subcommittee  on  Taxation  recommends: 

That  the  bill  to  provide  a  $35  credit  against  tax  liability 
for  each  personal  exemption  presently  recognized,  in  lieu 
of  deducting  that  exemption  from  adjusted  gross  income,  be 
enacted  by  the  45th  Legislature. 
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INTRODUCTION 


Montana  first  enacted  a  graduated  income  tax  in  1933.   The 
tax  base,  i.e.,  the  definitions  of  adjusted  gross  income 
and  taxable  income,  has  stood  without  much  change  since 
1955.   Adjusted  gross  income  is  whatever  it  is  on  the  federal 
tax  return,  with  minor  differences  in  the  areas  of  tax  re- 
funds, interest  on  governmental  bonds,  and  public  sector 
pension  benefits.   Net  taxable  income  is  fairly  close  to  the 
federal  figure  —  the  itemized  deductions  are  (except  for 
political  contributions)  the  same,  while  the  state's  personal 
exemptions  and  standard  deduction  are  lower  than  the  figures 
Congress  has  enacted.   In  the  lines  below  net  taxable  income 
state  and  federal  computations  are  quite  different,  with 
one  set  of  state  rates  plus  surtax  contrasted  to  four  sets 
of  federal  rates  depending  on  marital  or  family  status. 
The  tax  is  the  largest  single  source  of  state  revenue. 

House  Bill  614  in  the  1975  legislature  proposed  to  revise 
the  tax  base,  applying  lower  graduated  percentages  to  gross 
income  (including  capital  gains  and  municipal  bond  interest) 
and  substituting  credits  for  the  itemized  exemptions  and 
deductions.   After  committee  and  floor  debate  in  the  House, 
the  bill  was  set  aside  for  this  interim  study.   The  "income- 
splitting"  problem  —  the  effects  of  Montana's  single  set 
of  rates  and  incentive  to  file  separately  upon  married  tax- 
payers with  one  source  of  income  --  was  not  the  subject  of 
a  bill  per  se,  but  a  number  of  legislators  have  pointed 
out  problems  in  this  area  in  recent  years. 

The  committee  on  priorities  assigned  the  joint  interim  sub- 
committee on  taxation  to  investigate  the  substance  of  House 
Bill  614,  44th  Legislature,  and  also  to  investigate  the 
problem  of  income-splitting.   The  study  derived  from  letters 
by  Speaker  Pat  McKittrick  and  House  Majority  Leader  John 
Driscoll,  and  by  House  Taxation  Committee  Chairman  Dan  Yardley. 
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SUBCOMMITTEE  DELIBERATIONS 


The  subcommittee  organized  itself  in  the  closing  days  of 
the  44th  Legislature.   The  first  working  session  was  held 
on  June  16,  1975.   The  income  tax  division  of  the  department 
of  revenue  submitted  a  memorandum  on  the  administrative 
aspects  of  House  Bill  614,  concluding  that  a  gross  income 
tax  could  be  administered  if  several  technical  amendments 
were  made  to  the  bill.   The  subcommittee  requested  Council 
staff  research  on  the  rationales  behind  the  various  exclu- 
sions and  deductions  in  the  federal  income  tax. 

A  research  report  was  prepared  for  the  subcommittee's  next 
session  on  November  3,  1975.  Several  witnesses  also  testified 
on  the  concept  of  a  gross  income  tax.  The  subcommittee  de- 
cided to  continue  study  of  three  aspects  of  House  Bill  614 
(personal  credits,  and  treating  public  retirement  benefits 
and  municipal  bond  interest  as  taxable  income)  and  to  drop 
consideration  of  the  rest  of  the  bill. 

At  the  next  meeting,  April  23,  1976,  the  subcommittee  received 
additional  research  on  these  three  points.   The  decision  was 
made  to  draw  up  a  bill  on  the  personal  credit;  no  further 
action  was  taken  on  the  public  retirement  or  municipal  bond 
interest  issues.   The  subcommittee  also  began  general  dis- 
cussion of  the  income-splitting  problem  at  this  meeting, 
and  requested  the  department  to  draw  up  alternative  sets 
of  rate  tables  which  would  favor  joint  husband-wife  returns. 

On  June  11,  1976,  the  subcommittee  approved  the  text  of  the 
personal  credit  bill  while  withholding  decision  on  the  dollar 
amount  of  the  credit.   The  September  2  meeting  included  a 
short  discussion  of  the  department's  tables  for  joint  returns 
and  clarification  of  the  subcommittee's  request  to  the  depart- 
ment. 

At  the  subcommittee's  final  meeting  on  October  1,  1976,  the 
decisions  were  to  peg  the  personal  credit  at  $35,  and  to  pub- 
lish the  department's  revised  alternative  rate  tables  without 
recommendation.   The  personal  credit  bill  is  Appendix  A  to 
this  report  and  the  alternative  rate  tables  prepared  by  the 
department  follow  as  Appendix  B.   The  staff  research  on 
reasons  for  the  various  exclusions  and  deductions  is  Appendix  C, 
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FINDINGS  AND  RECOMMENDATIONS 


The  subcommittee  finds  that  the  personal  and  dependents 
exemptions  provision,  section  84-4910  in  the  state  income 
tax  chapter,  does  not  mitigate  tax  burdens  in  the  best  way. 
This  is  a  consequence  of  the  progressive  rate  structure  in 
our  income  tax.   To  a  taxpayer  whose  income  on  December  31 
hits  the  10%  bracket,  i.e.,  $35,000  taxable  income  for  the 
year,  his  dependent  child  reduces  his  taxes  by  $65.   To  a 
taxpayer  who  has  taxable  income  of  $6,000  a  year  (earning 
perhaps  between  $8,000  and  $9,000),  his  dependent  child 
reduces  his  tax  bill  by  $32.50,  for  this  taxpayer  ends  up 
in  the  5%  bracket. 

The  subcommittee  assumes  that  the  rationale  behind  the 
exemptions  is  that  to  a  degree  the  most  basic  costs  of 
maintaining  a  dependent  should  not  be  taxed.   Those  most 
basic  outlays,  for  food,  clothing,  and  shelter,  are  relatively 
inflexible,  they  do  not  increase  in  proportion  to  increases 
in  total  income.   The  subcommittee  therefore  concluded  that 
the  tax  break  for  every  dependent,  and  for  the  personal 
exemption,  should  be  the  same  on  the  bottom  line.   $35  was 
selected  as  the  revenue-neutral  point  for  this  credit:   at 
a  lower  level  the  state  would  gain  revenue  and  vice  versa. 

To  illustrate  the  change,  take  a  taxpayer  who  last  year  took 
four  exemptions  —  the  personal  exemption,  one  for  the  spouse, 
and  one  each  for  two  children.   Last  year  the  four  exemptions 
reduced  total  income  by  $2,600  (4  x  $650)  to  work  down  toward 
taxable  income.   Under  the  subcommittee  proposal,  this  family's 
taxable  income  would  be  $2,600  higher.   However,  after  the 
tax  bill  was  calculated  as  a  percentage  of  this  taxable  income, 
$140  (4  X  $35)  would  be  subtracted  from  the  tax  bill  to  reach 
the  bottom  line. 

A  mathematical  comparison  of  the  present  exemptions  to  the 
proposed  credits  is  expressed  in  Table  1.   The  vertical  line 
is  the  amount  of  the  tax  credit  and  a  horizontal  line  drawn 
across  to  the  curve  shows  where  the  credit  is  more  advantageous 
than  the  $650  personal  exemption  and  where  it  becomes  less 
advantageous.   A  $35  credit  benefits  every  taxpayer  having 
adjusted  gross  income  of  $16,000  or  less. 

As  to  the  remainder  of  House  Bill  614,  the  subcommittee  found 
its  treatment  of  capital  gains  (essentially  treated  as  100% 
ordinary  income  in  the  year  when  realized)  to  be  a  fatal  flaw 
The  problem  is  that  the  progressive  rate  structure  would  treat 
the  entire  capital  gain  as  that  year's  income  and  tax  it  at 
a  higher  rate.   This  does  not  recognize  the  preceding  years' 
contributions  to  the  increased  value.   The  taxpayer  who  sells 
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a  home,  business  or  ranch  after  20  years  of  building  it  up 
should  not  have  the  appreciation  in  value  taxed  at  the  same 
rate  as  a  taxpayer  who  wins  the  Irish  Sweepstakes.   For  a 
fuller  discussion  of  this  problem,  see  the  staff  research 
report  to  the  subcommittee,  "Justifications  for  Exclusions 
and  Deductions  in  the  Internal  Revenue  Code,"  attached  as 
Appendix  C. 

The  tax-exempt  status  of  interest  on  state  and  municipal 
bonds  was  considered  at  some  further  length  by  the  subcom- 
mittee.  However,  this  is  an  issue  with  more  impact  in  the 
area  of  taxes  on  the  income  of  corporations  than  in  the 
individual  income  tax.   Corporation  tax  matters  were  outside 
the  subcommittee's  interim  study  mandate.   It  does  not  appear 
feasible  to  curtail  the  exemptions  of  various  types  of  public 
employee  retirement  benefits,  primarily  because  of  court 
decisions  giving  the  exemption  the  status  of  a  contractual 
obligation  of  the  state. 

The  second  major  area  which  the  subcommittee  was  directed  to 
consider  was  income-splitting  between  husband  and  wife.   Unlike 
the  Internal  Revenue  Code  with  its  four  sets  of  rates  (married- 
joint,  married-filing  separately,  single-head  of  household, 
and  single) ,  the  state  income  tax  has  but  one  set  of  rates 
for  all  taxpayers.   Since  the  tax  bill  on  $20,000  of  taxable 
income  is  $1,4  39,  while  the  bill  for  $10,000  taxable  income 
is  $539,  a  husband  and  wife  who  each  earn  $10,000  taxable 
income  will  always  file  separate  state  returns  —  they  save 
$407  over  what  they  would  owe  on  a  joint  return  on  $20,000. 

The  problem  arises  when  husband  and  wife  together  work  a 
ranch  or  farm  or  small  business  and  together  earn  $20,000 
taxable  income  by  their  efforts.   The  department  of  revenue 
interprets  the  present  law  as  not  allowing  this  couple  to 
split  their  income  half-and-half  on  their  state  tax  returns. 
Rather,  the  department's  regulation  allows  the  couple  to 
pretend  that  the  spouse  who  is  the  proprietor  pays  the  other 
reasonable  wages  for  services  actually  contributed  to  the 
business  (Montana  Administrative  Code,  Rule  42-2 . 8  (1) -S8660) . 
The  prevailing  rate  for  farm  labor,  which  has  been  the  "rea- 
sonable wages"  allowed  on  the  returns  of  some  farm  wives,  may 
fall  far  short  of  half  the  family  income. 

The  subcommittee  requested  the  department  of  revenue  to  draw 
up  sets  of  rate  schedules  to  make  filing  the  joint  return 
more  advantageous  for  married  taxpayers.   The  department 
went  through  five  sets  and  found  that  one  or  another  of  the 
following  problems  always  appeared: 

(1)  If  we  keep  single  taxpayers'  liability  where  it 
is  now  and  cut  the  married-f iling-jointly  rate 
until  it  is  advantageous  for  nearly  all  couples, 
the  revenue  loss  to  the  state  is  too  large 
($8  million  to  $11  million  per  year) ; 
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(2)  If  we  design  an  advantageous  joint  rate  within 
the  limits  of  a  modest  revenue  loss  ($3  million 
to  $4  million) ,  the  taxes  of  single  persons 
generally  have  to  go  up; 

(3)  If  we  go  to  simple  income-splitting  for  joint 
returns  relative  to  single  returns,  the  rate 
differential,  like  the  federal  rates  from  1948 
to  1971,  discriminates  against  single  persons; 

(4)  If  we  follow  the  rate  relationships  of  the 
current  federal  tables,  where  the  second  table 
sets  significantly  higher  rates  for  marrieds- 
f iling-separately  (with  rates  for  singles 
falling  in  between) ,  and  avoid  the  major  revenue 
loss,  taxes  will  go  up  for  many  married  tax- 
payers in  Montana  with  separate  incomes. 

In  short,  there  appears  to  be  no  way  to  move  from  where  we 
are  to  another  position  without  either  increasing  taxes  on 
some  groups  or  incurring  substantial  revenue  loss.   The 
subcommittee  therefore  makes  no  recommendation  for  adopting 
a  joint  return  rate  schedule.   For  the  information  of  members 
of  the  45th  Legislature,  Appendix  B  presents  a  set  of  rates 
which  shift  $8  million  of  the  income  burden  from  married 
taxpayers  with  one  joint  income  and  from  single  taxpayers 
to  the  married  taxpayers  with  separate  incomes. 
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APPENDICES 


APPENDIX  A 
PERSONAL  CREDIT  BILL 


'f^th  Legislature  LC  0117/01 


1  BILL  NO. 

2  INTRODUCED  BY  


3 

4  A  BILL  FOR  AN  ACT  ENTITLED:   "AN  ACT  TO  CONVERT  THE  PERSONAL 

5  EXEMPTIONS  UNDER  THE  INCOME  TAX  INTO  CREDITS  AGAINST   INCOME 

6  TAX   LIABILITY;  AMENDING  84-4910,  R.C.M.  1947;  AND  PROVIDING 

7  AN  EFFECTIVE  DATE." 
8 

9  BE  IT  ENACTED  BY  THE  LEGISLATURE  OF  THE  STATE  OF  MONTANA: 

10  Section  1.   Section  84-4910»  R.C.M.  1947*  is  amended  to 

11  read  ds  follows: 

12  "84-49 10.   txempt-fon'S         Dependency cred  i  ts» 

13  ( I  )f  af — *-l-+ow«nce — of — Per«on'a+-txemptTO«»  In  the  case  of  an 

14  individual,  the  exewpt-i-ons— provi-<i«^  dependency  relationships 

15  rgcooni/ed   under   b-y   this   section   shall   be   allowed   as 

16  <Je<4tietTons — -i-n — eotnptffc+nq— texabl-e— fncowe  credits  against  tax 
n  liability*  Each  credit  to  which   the   taxpayer   is   entitled 

18  itliiil LSl<hiQSl the   final tax   liability   determined   under 

19  84-49.}^  and  ^54-4902.1  by  S35,  Total  credits  claimed  mav nSii. 

20  exceed  income  tax  liability  for  the  year  as  determined  prior 

2 1  to  thj  credits  allowed  under  84-3514  and  84-4937 . 

22  f  b-y  (  ^  )  ^«y(poy^r — and — Spooae* — An — «xeinptron — of s+x 

23  hondreo — f-rfty--rio-l-+ars — f*65r©^   One  credit  shall  be  allowed 

24  for  taxable  years  beqinning  after  December   31,   -t9-?3   I976» 

25  for   the   taxpayer-fi   and   an   additional   tsxemp'fc-Hjn — of— »-fx 


LC  0117/01 


1  h«ndr«H— f -f-f^y-do-H-ars-f-tfe^B-)-  credi  t   shall   be   allowed   for 

2  taxable   years   beqinninq   after  December  3l»  i-9-?3  1976»  for 

3  the  spouse  of  the  taxpayer  if  a  separate  return  is   made   by 
^  the   taxpayerT   and   if  the  soouset  for  the  calendar  year  in 

5  which  the  taxable  year  of  the  taxpayer  beqinst  has  no   qross 

6  income  and  is  not  the  deoendent  of  another  taxpayer. 

7  fe-)^(3)   (a)  ^td<i-r^-t-ena4— g^««im»fe-ron— for-^aypwy^i*— ftf-^r>t>^<» 

8  Afjed-S-i-x*y-f-fv«— f^-St-of-Mof*?*— fir-J—For—feaxpayerwAn  additional 

9  exempt-fort — 0"f — ■s-fx— htjndr«t4-^-i-ft7-do++or«— 1*656^  credi  t  shal  1 

10  be  allowed  for  taxable  years  beginning   after   December   31» 

11  19^3   1976<   for   the  taxpayer  if  he  has  attained  the  age  of 

12  s-i-x^y— f fve— (•65t  before  the  close  of  his  taxable  year. 

13  f^-V  f  b )   f^oi*— spoo-s«»   An   additional   exemp'fc-Hjn — ©•f — »-rx 
1^  hondr«<i — •frfty — do+-l-«rs — f^h'rB-i      credi  t  shall  be  allowed  for 

15  taxable  years  beqinninq  after  December  31»   ■t9TF3   1976<   for 

16  the   spouse   of  the  taxpayer  if  a  separate  return  is  made  by 

17  the  taxpayerT  and  if  the  spouse   has   attained   the   age   of 

18  STXty— ^-fve — f6bt   before  the  close  of  such  taxable  year  and» 

19  for  thv'  calendar  year  in   which   the   taxable   year   of   the 

20  taxpayer   beqinst   has   no   qross   income   and   is   not   the 

21  dependent  of  another  taxpayer. 

22  -fd-VfA)   (a)  Add-t-tr-t-on^s-1- — txemp^-fon — ^or 6+-fndne-S3 ©^ 

2  3     ?-expny<^r or Spoti'»-» — fif — f-or — 'fcoxpay«r-»   An   additional 

24  «x«mp*Ton-of— »4-x-h«f>di'*d-'f-i-f^'fcy-<lo+-l-ar»— (•4656-)^   cred  i  t   shal  1 

2t>  be   allowed   for   taxable  years  beainninq  after  December  31» 
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1  *9-?3  I976»  for  the  taxp.^yer  if  he  is  blind  at  the   close   of 

2  his  taxable  year* 

3  f^-)-  (b)   For — spoti**»»   An   additional   exewptt-on — of-«-i-« 

4  h«nc»red-f-rf<ry-do+-fers-f*65et  credit   shall   be   allowed   for 

5  taxable  years  beqinnina  after  December  31»  +9^5  1976*  for 
o  the  spouse  of  the  taxpayer  if  a  separate  return  is  made  by 
7  the  toxpayer  and  if  the  spouse  is  blind  and»  for  the 
a  calendar  year  in  which  the  taxable  year  of  the  taxpayer 
9  beqinst   has   no   qross   income   and  is  not  the  dependent  of 

10  another   taxpayer.   For   the   purposes   of   this    pefegreph 

11  subsect  ion«  the  determination  of  whether  the  spouse  is  blind 

12  shall   be   made   as   of  the  close  of  the  taxable  year  of  the 

13  taxpayertj.  except   that   if   the   spouse   dies   durinq   such 

14  taxable  year  such  determination  shall  be  made  as  of  the  time 

15  of  such  death* 

16  f  3t  (c)   B-l-rndnes^ def^-i-nedw    For    purposes   of   this 

17  subsection*  an  individual   is   blind   only   if   his   central 
13  visual   acuity  does  not  exceed  20/200  in  the  better  eye  with 

19  correctinq  lensesy  or  if  his  visual  acuity  is   qreater   than 

20  20/20C   but   is  accompanied  by  a  limitation  in  the  fields  of 

21  vision  such  that  the  widest  diameter   of   the   visual   field 
2?-  subtends  an  anole  no  qr'-?ater  than  20  deqrees* 

2  3  f'f'-VtS)   (a)   *d<§-t-fc-i-one+ txempt-ron ^or Bepend-n*^-» 

2't  fi-t — -i-n-«enera+w — *n-exemp'fcfof»-of~ ST«-htmdr«d-'f-t-rt-y — do^-+ei"-9 

25  f*6^et  A  credit  shall  be  allowed  for  taxable  years  beqinninq 
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1  after  December  31»  i-9^-3  1976<  for  each  dependent: 

2  f*tXJ_l   Who-se   whose  qross  income  for  the  calendar  year 

3  in  which  the  taxable  year  of   the   taxpayer   begins   is 

4  If.'SS   than  s-tit — hondr«d— f4-f'fcy-<4o++B-r-s— f $650-yi  ■shtsl-^— b« 

5  a++owed-f©r— texab+*»-year-s-bfr«ft-f»n-fnn-a^*«r-Be««mbe-r — 3+t 

6  i'f^^-r    or 

7  f^->-(  i  i  )   Who  who  is  a  child  of  the  taxpayer  and  whoj. 

8  f+tXAJ.   has  not  attained  the  aae  of  n-i-ne<re«n— f  1 9^  years 

9  at  the  closa  of  the  calendar  year  in  which  the  taxable   year 

10  of  the  taxpayer  beginsTj.  or 

11  f-t"t-tX£I   «s  a  student. 

12  f-^t  (b)  ^xumptTon — d«n-i-«<» — -rn — co^e — of-eerta-rn-«orr-re<l 

13  <J«pendent-*»  No  eif«inp't-t-on— »h«++  credit  may  be   allowed   under 

14  this   subsection   for   any   dependent   who   has  made  a  joint 

15  return  with  his  spouse  for  the  taxable  year  beginning  in  the 

16  calendar  year  in  which  the   taxable   year   of   the   taxpayer 

17  begins. 

18  -f-^t  (c )   6h-i-+<l — rie-f-rn^f^-w       For   purposes  of  porotjjroph— (•■I-)' 

19  fttf   subsection  15) {a) f i  i ) t       the   term   "child"   means    an 

20  individual   who  is  a  son»  stepson*  daughter*  or  stepdaughter 

21  of  th«.'  taxpayer. 

22  f'^fXdJ.   5*o<*«r»*-and — e<*ttce'fc-t-ofi«+ — -t-n»*-t-tttt-fori — ^e^-rneri-w 

2  3     For    r>urposes    of    ©^r«<jroph ftf — f^t — f-»"»-t   subsection 

^^  <  3  W  aW  i  i  M  tJ)  «  the  term  "student"  means   an   individual   who 

Zo  during   each  of  f-i-v«»-f5->^  calendar  months  during  the  calendar 
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1  year  in  which  the  taxabH.  year  of  the  taxpayer  begins-»i. 

2  f-f^-i       (  i  )  is      i_s   a   full-time   student    at    an 

3  educational  institution;  or 

4  ffit   (  i  i  )  i-s   j_s   pursuinq   a  full-time  course  of 

5  institutional  on-farm  training  under  the  supervision  of 

6  an  accredited  aqent  of  an  educational  institution  or  of 

7  a  state   or   political   subdivision   of   a   state.   For 

8  Durposes    of    this   f>«ro<sroph   subsect  i  on^   the   term 

9  "educational  institution"   means   only   an   educational 

10  institution   which  normally  maintains  a  reqular  faculty 

11  and  curriculum  and  normally  has  a   regularly   organized 

12  body   of   students  in  attendance  at  the  place  where  its 

13  educational  activities  are  carried  on. 

14  f"^tX6_).   6enero1- — ©e'f-i-nrt-t-OfVw   For   purposes    of    this 

15  section^   the   term   "dependent"   means  any  of  the  following 

16  individuals  over  half  of  whose   support*   for   the   calendar 

17  year   in   which  the  taxable  year  of  the  taxpayer  begins*  was 

18  received  from  the  taxpayer: 

19  f*tXil   *  3  son  or   daughter   of   the   taxpayer-r   or   a 

20  descendant  of  eithervi 

21  f^^tlki   *  H    stepson  or  stepdaughter  of  the  taxpayerri 

22  f^t  (c )  *t    a  brothert  sister*  stepbrother*  or  stepsister 

23  of  th-i  taxpayerTi 

24  t4->-(d)  ih«   the  father  or  mother  of  the  taxpayerT  or  an 

25  ancestor  of  eitherTi 
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1  f^-»  ( e)   *   ^  stepfather  or  stepmother  of  the  taxpayerTi 

2  f^tXU.   *  5  son  or  dauqhter  of  a  brother  or   sister   of 

I 

3  the    tvixoayer-ri 

*»  f  •?•)•(  g)   *   a   brother  or  sister  of  the  father  or  mother 

5  of  the  taxpayerTi 

f>  f^fSJlX      *    ^    son-in-law*    dauqhter- i  n-1  aw»    f  ather-i  n-1  awf 

7  mothei — in-law*       brothei — in-law»       or       sister-in-law      of         the 

8  taxpayerTi 

9  f9-)-(  i  )  ^kr^      an   individual  who*  for  the  taxable  year  of 

10  the  taxpayer*  has  as  his  principal  place  of  abode   the   home 

11  of    the   taxpayer-T   and   is   a   member   of   the   taxpayer's 

12  househol  d-ri  or 

13  fi-9->-(j)  -/kn    an  individual  whoi. 

1^  fAf  {  i  )   is  -3  descendant  of  a  brother  or  sister   of 

15  the  father  or  mother  of  the  taxpayerTj. 

16  fB-)-  (  i  i  )  for   the   taxable   year   of   the  taxpayer^. 

17  received  institutional  care  required   by   reason   of   a 

18  physical  or  mental  disabilityTi  and 

19  -f  fe-V  f  i  i  i  )  before  receivinq  such  institutional  care» 

20  was  a  member  of  the  same  household  as  the  taxpayer. 

21  fti-)-  (  7)   Ro+ea R«+ttt-i-rtr? — -feo — 6enere4- — Bc^-fn-t-t-i-on*   For 

22  purposf-s  of  this  section: 

23  f+tXiiJ.  ^^^    the  terms  "brother"  and  "sister"  include   a 

24  brothf^r  or  sister  by  the  half  bloodwj. 

Zb  f£-)-  (  b)   •l-n-df?term-»-n-i-n<7-wheth«r-on'y-0'f  — the-re+et-ron»hrp« 
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1  «pec-r+"r«<l — -rn — »t»b««ct-t-on — ■(-«■)■ — or — parogroph — -^if — of — "fctvf-s 

2  »ttb'9ectron-«x+«t'»T  a  leqally  adooted  child  of  an   individual 

3  shall  be  treated  as  a  child  of  such  individual  by  blood. 

4  fhf  (  8)   Bt5t*rm-i-not-t-on — of — Hoir-f'fco1~Stottt-s-»  For  purposes 

5  of  this  por-fe  chapter: 

6  fi-t — ^^he    (a)   the    determination    of    whether    an 

7  individual   is   married  shall  be  made  as  of  the  close  of  his 

8  taxable  year+i  except  that  if  his   spouse   dies   during   his 

9  taxable  year  such  determination  shall  be  made  as  of  the  time 

10  of  such  death;  and 

11  t^t — *"   (bl   an   individual  legally  separated  from  his 

12  spouse  under  a  decree  of  divorce  or  of  separate   maintenance 

13  shall  not  be  considered  as  married. 

14  f-rtXll   Pror«t-i-on-o'f-«x«»mp'fc-i-o«-<i«<J»e'b-i-on— i-n  Jn  the  case 

15  of   a  nonresident  taxoayer^  fi-f — f h«-exeinpt-ron-de<loet-fon  the 

16  credit   shall   be   ororated   according   to   the   ratio    the 

17  taxpayer's   Montana   adjusted   gross   income   bears   to   his 

18  federal  adjusted  gross  income." 

19  Section  2.   Effective  date.  This  act  is  effective   upon 

20  passage  and  approval. 

-End- 
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APPENDIX  B 
ALTERNATIVE  RATE  TABLES 


DEPARTMENT  OF  REVENUE 

MITCHELL   BUILDING 
HELENA.   MONTANA  59601 


NOVEMBER   19,    1976 


MEMORANDUM 


TO=  Interim  Subcommittee   on  Taxation 

FROM:  John  M.    Clark,    Administrator,    Research  Division"' 

SUBJECT:      Proposed   Income  Tax   Rate  Schedules 


[no 


The  Research  Division  analysis  of  the  income  tax  returns  of  married  couples  who 
file  separately  yielded  the  following  results. 

Total  number  of  returns 

Number  of  joint  returns 

Number  of  single  individual  returns 

Number  of  married-separate  returns 

Separate  same  form 

Separate  different  forms 

Separate  one  spouse  not  filing 

Thus,  there  are  56,338  married  couples  having  two  incomes  about  whom  we  have 
information  as  to  household  income.   The  distribution  of  joint  incomes  tends,  as 
one  would  expect,  to  be  skewed  toward  much  higher  values  than  one  finds  among 
households  with  single  income  sources. 
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The  accompanying  histogram  (fig.  1)  illustrates  this  distribution. 

There  are  really  two  problems.   First,  because  of  Montana's  single  rate  table, 
those  married  couples  vrtio  have  two  incomes  and,  thus,  may  file  separate  returns 
pay  at  a  lower  effective  tax  rate.   The  following  table  illustrates  this  fact. 


(A) 

(B) 

Effective 

Total  Mt  Adjusted 

Total  Tax 

Tax  Rate 

Gross  Income 

Paid 

BtA 

Joint 

1,114,365,884 

41,032,529 

.03682 

Separate 

1,065,957,624 

36,189,730 

.03395 

The  effective  tax  rate  for  couples  who  file  separately  is  7.79%  lower  than  that 
for  couples  who  file  jointly. 


Second,  the  ability  to  file  separately  has  undoubtably  led  to  certain  practices 
relative  to  allocating  deductions  and  exemptions,  \**iich,  while  probably  legal  in 
the  majority  of  cases,  are  certainly  outside  the  spirit  of  the  income  tax  law. 
The  following  table  shows  the  distribution  of  differences  between  taxable  incomes 
reported  by  married  couples  v*io  filed  separately. 
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Difference  In  Taxable 
Income  Reported  On  Separate 

Returns 
At  Least      But  Less  Than 
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Proportion 

Number  Of 

Of  Total  Number 

Couples 

of  Couples 

14729 

.2614 

7542 

.1338 

5952 

.1056 

5223 

.0927 

4351 

,0772 

3797 

.0674 

3018 

.0536 

2499 

.0444 

1749 

.0310 

1379 

.0245 

6102 

.1083 

For  example,  7  542  married  couples  reported  separate  taxable  incomes  where  the 
difference  between  the  taxable  incomes  of  husband  and  wife  was  at  least  $1000  but 
less  than  $2000.   The  fact  that  over  50%  of  the  couples  report  a  difference  in 
their  taxable  incomes  of  less  than  $3000  indicates  that  most  have  correctly 
determined  that  the  way  to  minimize  state  income  tax  liability  is  to  make  their 
two  taxable  incomes  as  nearly  equal  as  possible. 

If  the  married  couples  who  currently  file  separately  on  the  same  return  were 
required  to  pool  their  incomes  and  file  jointly  the  state  would  have  realized  an 
increase  in  income  tax  collection  of  a  little  more  than  $8  million  in  1975. 


From  the  standpoint  of  simple  equity  it  appears  that  some  sort  of  action  ought 
to  be  taken.   The  simplest  course  would  be  to  institute  a  set  of  rate  tables. 
The  accompanying  set  of  tables  is  designed  to  eliminate  the  disparity  which 
exists  between  households  which  have  one  wage  earner  and  those  which  have  more 
than  one.   In  essence  it  decreases  the  taxes  of  those  viho   have  been  filing  jointly 
and  those  who  file  as  single  individuals.   The  revenue  loss  is  to  be  made  up  by 
those  who  have  been  able  to  file  separately  in  the  past  but  will  no  longer  find 
it  advantageous  to  do  so.   The  net  revenue  impact  ought  to  be  nearly  zero.   (Of 
course,  the  latter  statement  anticipates  that  the  ten  percent  surtax  will  be 
kept.) 
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APPENDIX  C 
STAFF  RESEARCH  ON  EXCLUSIONS  AND  DEDUCTIONS 


JUSTIFICATIONS  FOR  EXCLUSIONS 
AND  DEDUCTIONS 
IN  THE  INTERNAL  REVENUE  CODE 
(Personal  Income  Tax) 

Report  to  the  Subcommittee  on  Taxation 
by  Roger  Tippy,  Staff  Attorney 
October,  1975 

ABSTRACT 
The  average  theoretical  rate  of  federal  income  tax  is  about 
25%  while  the  average  actual  rate  people  pay  is  just  over  10%  of 
their  total  monetary  income.   The  15%  difference  between  theory  and 
fact  comes  about  through  personal  exemptions  (7%) ,  itemized  deduc- 
tions (5%),  income  splitting  by  husband  and  wife  (1.7%)  and  exclusion 
of  certain  types  of  income  from  adjusted  gross  income  (1.3%). 
This  report  examines  the  justifications  for  the  principal  exclusions 
and  itemized  deductions. 

INTRODUCTION 

The  structure  of  Montana's  personal  income  tax  is  based  upon 
federal  tax  law  and  is  lifted  from  that  source  by  reference  to  a 
few  key  sections  of  the  Internal  Revenue  Code.   As  a  result,  whenever 
Congress  adds  another  exclusion  or  deduction,  the  same  feature 
automatically  appears  in  the  Montana  income  tax,  without  action  by 
the  legislature.   Thus,  the  rationales  or  justifications  for  many  of 
the  forms  of  favored  tax  treatment  are  known  in  Congress  but  have 
never  been  debated  in  Helena. 

The  subcommittee,  at  its  June  meeting,  requested  a  research 
report  on  the  reasons  given  for  the  various  deductions  and  exclusions 
in  the  Internal  Revenue  Code.   Reasons  have  been  adduced  from 
committee  reports  of  the  House  Ways  and  Means  and  Senate  Finance 


committees,  where  available,  and  books  dealing  with  the  income 
tax  structure  where  Congressional  explanations  were  unavailable. 
Books  consulted  were: 

Pechman,  Joseph  A.,  Federal  Tax  Policy   (1971).   An  economist 
at  the  Brookings  Institution,  Pechman  is  generally  in  favor 
of  the  structure  of  the  income  tax,  but  is  critical  of  a 
number  of  the  specific  deductions. 

Hellerstein,  Jerome  R. ,  Taxes,  Loopholes  and  Morals  (1963). 
The  author  practices  and  teaches  tax  law  in  New  York  City; 
like  Pechman,  he  writes  in  a  cool  objective  tone  and  seems  to 
say  that  tinkering  with  a  few  things  would  make  a  pretty 
good  machine  run  even  better. 

Stern,  Philip  M. ,  The  Rape  of  the  Taxpayer  (1973) .   An  update 
of  the  same  author's  Great  Treasury  Raid  published  in  1964, 
and  full  of  wrath  against  the  wealthy  who  are  taking  advantage 
of  tax  loopholes  to  grow  even  wealthier. 

Buckley,  William  F.,  Jr.,  Four  Reforms  (1973).   That  some  are 
wealthier  than  others  does  not  offend  Mr.  Buckley's  well-known 
views.   He  would  abolish  all  deductions  and  exemptions  and 
the  graduated  rate  concept  and  tax  gross  income  (however  little 
or  much)  at  a  flat  rate  of  15%. 

In  many  instances.  Congress  has  not  left  an  official  explana- 
tion for  deductions  or  exclusions  written  into  the  federal  income 
tax  laws.   Pechman  says, 

"There  is  no  recorded  explanation  of  the  justification  for 
many  of  the  personal  deductions.   Most  of  them  have  been 
allowed  since  the  beginning  of  the  income  tax."   (p.  81). 
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Pechman's  observations  apply  as  well  to  exclusions.  In  cases 
where  no  Congressional  explanation  can  be  quoted,  this  report  will 
quote  Pechman  and  the  other  analysts  who  have  written  on  what  they 
think  Congress  had  in  mind. 

ITEMS  ADJUSTED  OUT  OF  GROSS  INCOME 

The  Montana  income  tax  law  starts  its  way  toward  taxable  income 
by  adopting  the  federal  concept  of  adjusted  gross  income.   Simply 
stated,  adjusted  gross  income  as  defined  by  section  62  of  the 
Internal  Revenue  Code  is  the  gross  money  income  except  for  the  total 
exclusion  of  interest  on  state  or  municipal  bonds  and  the  partial 
exclusion  of  capital  gains  and  stock  dividends  and  several  other 
types  of  income  usually  earned  by  corporations  rather  than  individuals, 
In  1968,  individuals  had  a  total  money  income  of  $68  9  billion  of 
which  $600  billion  was  adjusted  gross  income  (Pechman,  p.  272). 

Municipal  bonds 

The  exclusion  of  interest  on  state  and  muncipal  bonds  has  been 

provided  since  the  first  Internal  Revenue  Code  in  1913;  Hellerstein 

writes : 

"[It]  grew  out  of  a  Congressional  fear  that  such  a  tax  might 
be  unconstitutional;  the  legislators  thought  that  the  Federal 
government  might  be  interfering  with  the  sovereign  borrowing 
powers  of  the  states  and  their  local  subdivisions  by  taxing 
the  income  on  the  bonds  they  issued."  (p.  17) 

While  the  constitutional  basis  of  the  original  rationale  no 
longer  exists,  if  it  ever  did,  the  exclusion  has  long  since  de- 
veloped a  new  reason  for  being.   Local  governments,  the  principal 
bond  issuers,  can  borrow  at  lower  interest  rates,  and  thus  the 
unpopular  property  tax  can  be  held  down.   Pechman  points  out  that 
municipals  are  harder  to  market  than  corporate  bonds,  due  to  the 
smaller  amounts  and  relative  lack  of  information  available  to 
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investors.   Thus,  without  tax  exemption,  interest  on  municipals 
would  have  to  be  higher  than  interest  on  corporate  issues. 

While  criticizing  the  provision  as  an  inefficient  subsidy 
(savings  to  local  governments  is  only  half  the  revenue  lost  by  the 
federal  government) ,  Pechman  concludes  that  abolition  of  the  ex- 
clusion would  be  politically  impossible  unless  the  loss  to  local 
governments  could  be  compensated  (p.  100) . 

Capital  gains 

While  municipal  bond  income  treatment  is  straightforward  and 
comprehensible,  the  treatment  of  capital  gains  is  a  Universe  of 
Finagling.   One-half  of  net  capital  gains  (so  much  of  long-term 
capital  gains  realized  and  recognized  in  a  year  as  exceeds  long- 
term  capital  losses  realized  and  recognized  that  year)  is  excluded 
from  adjusted  gross  income,  and  the  other  half  is  taxed  at  a  rate 
preferential  for  the  higher  brackets.   While  the  earliest  modern 
income  tax  laws  taxed  recognized  capital  gains  as  ordinary  income, 
these  gains  have  been  given  special  treatment  since  1921.   Here  are 
some  of  the  pros  and  cons  as  seen  by  tax  scholars: 

Pechman  (p.  97)  notes  that: 

bunching  of  capital  gains  in  years  of  realization  requires 
some  moderation  of  the  rates  or  some  provision  to  average  them 
over  a  period  of  years.   Full  taxation  of  capital  gains  is 
also  criticized  because  it  might  have  a  substantial  "locking- 
in"  effect  on  investors  and  reduce  the  mobility  of  capital. 
It  is  also  argued  that  preferential  treatment  of  capital 
gains  helps  stimulate  a  higher  rate  of  economic  growth  by 
increasing  the  attractiveness  of  investment  generally,  and  of 
risky  investments  in  particular. 

On  the  other  hand,  Pechman  says,  the  bunching  problem  (where 
one  year's  income  is  much  higher  than  the  person's  normal  income) 
could  be  handled  by  income  averaging  methods  as  well  as  by  pre- 
ferential rates.   As  to  the  mobility  of  capital,  he  maintains,  the 
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present  system  locks  it  in  through  its  nonrealization  of  gains 
transferred  by  gift  or  inheritance. 

Hellerstein  (p.  30)  notes  the  state-of-the-economy   and 
bunching  arguments  and  also  the  justification  that  the  sale  of 
fixed  assets  such  as  plant  and  machinery,  land,  or  securities  is 
not  "income"  at  all. 

Against  these  justifications,  he  says,  from  a  sociological 
viewpoint  one  might  justify  higher  tax  rates  on  capital  gains  than 
on  earned  income.   Increases  in  the  value  of  real  estate  over  the 
years  are  due  primarily  to  the  community,  not  the  efforts  of  the 
individual  owner.   Likewise,  increases  in  the  value  of  stocks 
result  from  general  community  factors:   aircraft  and  electronics 
due  to  the  cold  war,  automobiles  and  housing  and  home  furnishing 
industries  from  government  highway  programs,  subsidies  and  loans. 

Stern  cites  the  bunching  and  frozen  capital  justifications  and, 
in  rebuttal,  argues  that  the  six-month  holding  period  makes  a 
mockery  of  the  bunching  argument  and  the  failure  to  tax  gains  at 
death  freezes  more  capital  than  would  taxation  of  gains  as  ordinary 
income.   He  also  notes  the  justification  of  encouraging  speculative 
investment  in  pioneering  ventures.   However,  he  contends  that  as 
long  as  people  think  they  can  make  a  profit  on  stocks,  they  won't 
be  dissuaded  from  trying  by  the  fact  that  they'll  have  to  share  a 
part  of  those  profits  with  the  government  (PP-  114-116) . 

Stern  says  the  capital  gains  tax  provisions  are  the  no.  1 
means  of  tax  avoidance.   He  mentions  (p.  96)  a  study  of  the 
"stratospherically  rich"  families  of  America,  showing  the  average 
such  family  with  a  total  annual  dollar  intake  of  $9  million,  of 
which  $6  million  was  capital  gains. 
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Buckley  doesn't  analyze  the  justifications,  but  he  proposes 
sweeping  changes,  including  repeal  of  the  corporate  income  tax 
altogether  and  taxation  of  capital  gains  as  registered  each  year. 

"Companies  that  elected  to  plow  profits  into  development 
would  be  required  to  advise  stockholders  of  their  undistributed 
earnings  per  share,  on  which  a  tax  would  be  due  every  year."  (p.  67) 
Under  a  flat-rate  tax  such  as  he  favors,  there  is  no  "bunching" 
problem. 

Stock  dividends 

A  single  taxpayer  may  exclude  $100  and  a  married  couple  $200 

of  stock  dividends  from  adjusted  gross  income.   Stern  writes: 

The  ostensible  reason  that  Congress  gives  for  bestowing  tax 
favors  upon  the  owners  of  corporation  stock  is  that  it  eases, 
to  some  degree,  the  extent  of  "double  taxation"  that  supposedly 
arises  because  each  dollar  of  dividends  is  taxed  once  when 
received  by  the  corporation,  as  part  of  profits,  and  a  second 
time  when  it  is  received  by  the  individual  shareholder  in  the 
form  of  a  dividend.   (p.  91) 

But  Stern  scoffs  at  this  justification.   He  calls  double 
taxation  a  bogeyman,  arguing  that  anyone  who  buys  an  automobile 
tire  pays  an  excise  tax  with  the  already  taxed  dollars  of  his  take- 
home  pay.   Multiple  taxation  is  ubiquitous.   He  also  argues  that 
$200  of  tax-free  income  is  available  in  full  only  to  couples 
wealthy  enough  to  own  something  over  $6,000  worth  of  stock  (p.  90). 

Pechman  says  the  equities  of  the  double -taxation  issue  are  a 
"tricky  problem",  and  that  theoretically  satisfactory  solutions  are 
impractical  to  administer  (pp.  140-148) . 

DEDUCTIONS  FROM  ADJUSTED  GROSS  INCOME 

Having  reached  adjusted  gross  income,  the  law  now  guides  the 
taxpayer  through  a  series  of  exemptions  and  deductions  to  the  bottom 
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line,  taxable  income.   In  1968,  that  $600  billion  of  adjusted  gross 
income  became  $353  billion  of  taxable  income  (Pechman,  p.  276). 

A.      First   group    --    the    itemized   business    or  personal   deductions 

The  Montana  law  allows  as  deductions  "the  items  referred  to  in 
section  161  ...  of  the  Internal  Revenue  Code  ...."   These  are 
itemized  deductions  available  to  individuals  and  corporations. 
Some  are  of  a  nature  such  that  they  would  be  used  by  corporations 
almost  exclusively  (such  as  amortization  of  pollution  control  equip- 
ment or  railroad  rolling  stock) ,  and  those  are  not  examined  in  this 
report.   Those  which  might  be  also  often  claimed  by  individual 
Montanans  are  sections  following  sec.  161,  as  follows: 

Sec.  162.   Trade  or  business  expense 

Sec.  163.   Interest 

Sec.  164.   Taxes 

Sec.  170.   Charitable  contributions 

Sec.  175.   Soil  and  water  conservation  work 

Sec.  180.   Fertilizer 

Sec.  182.   Clearing  land  for  farming 

Trade  or  business  expense 

This  long-established  deduction  has  a  few  applications  which 
have  been  troublesome,  such  as  travel  and  entertainment,  education 
necessary  to  maintain  occupational  or  professional  status  (but  not 
to  learn  a  new  trade) ,  and  lobbying  (deductible  for  businessmen, 
not  for  charitable  contribution  givers) . 

Interest 

The  next  deduction,  interest  on  debts  incurred,  is  used  as  a 
business  deduction  and  also  as  a  personal  deduction  by  many  wage- 
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earning  taxpayers  with  mortgaged  homes.   In  the  latter  application, 

the  deduction  is  criticized  by  Pechman: 

The  deduction  for  interest  is  justifiable  when  the  interest  is 
paid  in  connection  with  a  loan  used  to  produce  taxable  income. 
The  interest  payment  is  in  fact  a  negative  income,  which  should 
be  offset  against  the  positive  income  produced  by  the  asset 
purchased  with  the  loan  proceeds.   Alternatively,  an  individual 
may  prefer  to  borrow  money  and  pay  interest  rather  than  sell 
an  asset;  in  such  cases,  the  interest  deduction  is  also  re- 
quired to  measure  the  individual's  true  net  property  income. 
However,  a  substantial  proportion  of  the  interest  deducted  on 
tax  returns  is  for  loans  on  homes  and  consijmer  durables  that 
do  not  produce  taxable  income  . . .  Since  the  rental  value  of 
an  owner-occupied  house  is  not  included  in  the  owner's  income, 
the  deduction  of  expenses  —  including  interest  and  taxes  — 
connected  with  the  house  is  not  warranted.   (p.  82) 

What  warrants  the  mortgage  payment  deduction,  according  to 

Buckley,  is  the  desire  "not  to  aid  mortgage  companies,  or  even  the 

homeowners  exclusively,  but  indirectly  to  encourage  homeowner ship: 

that  institution  of  social  stability  that  induces  people  to  sink 

their  roots  in  a  community..."   (p.  49) 

Taxes 

Another  part  of  the  original  tax  code.   Pechman  writes: 

A  deduction  for  income  taxes  reduces  the  combined  effect  of 
federal,  state,  and  local  income  taxes;  it  is  also  an  effec- 
tive way  of  moderating  interstate  tax  differentials  in  the 
higher  income  brackets.   For  example,  if  an  income  were  subject 
to  the  highest  state  rate  of  14.6  and  also  to  the  70%  rate  for 
federal  purposes,  the  combined  marginal  rate  would  be  8  4.6%. 
By  allowing  taxpayers  to  deduct  the  state  tax  on  their  federal 
returns,  the  maximum  combined  rate  is  reduced  to  74.4%.   If 
the  state  also  permits  a  deduction  for  federal  taxes,  the 
maximum  combined  rate  is  71.5%  (p.  83). 

The  deduction  of  state  income  taxes  on  the  federal  return  allows 

a  state  to  adopt  a  graduated  rate  structure  and  pass  a  great  deal 

of  the  actual  burden  on  to  the  federal  revenue  structure.   Note,  in 

Pechman 's  first  example,  where  the  combined  rate  is  74.4%  and  the 

state  does  not  allow  deduction  of  the  federal  tax  —  the  taxpayer 

pays  4.4%  of  the  state's  total  take  of  14.6%.   "In  effect,  adoption 
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of  graduated  rates  offers  an  opportunity  for  the  state  to  partici- 
pate in  a  form  of  state-initiated  revenue  sharing."   (Moscovitch, 
"State  Graduated  Income  Taxes  —  A  State-Initiated  Form  of  Federal 
Revenue  Sharing",  25  Nat.  Tax  Journal  53  (1972). 

Pechman  analyzes  the  justification  for  other  taxes  as  follows: 

The  deductions  for  general  sales  and  property  taxes  survived 
because  it  was  felt  that  some  federal  relief  for  these  taxes 
was  needed  to  encourage  state  and  local  governments  to  raise 
needed  revenue,  without  encouraging  them  to  use  a  particular 
source.  The  deduction  for  gasoline  taxes  was  retained  for  the 
same  reasons,  but  here  the  rationale  is  strained,  (p.  83) 

Charitable  donations 

The  obvious  rationale  here  is  to  encourage  taxpayers  to  support 

nonprofit-  organizations  doing  socially  desirable  work.   The  wording 

of  section  17  0  has  grown  formidably  complex  over  the  years,  as 

Congress  has  attached  conditions  to  the  deduction  to  carry  out  its 

policies  toward  perpetual  foundations,  lobbying  by  nonprofit  groups, 

and  occasional  use  of  the  deduction  as  a  significant  tax  avoidance 

device  by  the  very  wealthy.   In  this  last  context,  the  charitable 

deduction  is  usually  harnessed  to  a  capital  gain  or  loss,  as  a 

hypothetical  case  by  Stern  illustrates: 

Croesus,  a  taxpayer  in  the  7  0%  bracket,  donated  stock  left  to 
him  in  his  grandfather's  will  to  a  charity.   It  was  virtually 
worthless  when  his  grandfather  died,  but  had  appreciated  to 
be  worth  $2  million  when  Croesus  made  the  gift.   "His  tax 
saving  was  $1,400,000  of  income  tax  resulting  from  the  $2 
million  deduction,  plus  the  avoidance  of  $700,000  in  capital 
gains  tax  —  for  a  total  saving  of  $2,100,000,  or  $100,000 
more  than  his  $2  million  gift."   (p.  142) 

Soil  and  water  conservation 

When  the  Senate  worked  on  the  1954  Revenue  Code,  the  Finance 
Committee  noted  that  most  farmers '  expenditures  to  improve  land 
were  required  to  be  capitalized  rather  than  deducted  as  current 
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expenses.   The  committee  cited  a  decision  of  the  Tax  Court  going 
the  other  way,  holding  that  expenditures  for  terracing  farms  may 
be  regarded  as  maintenance  costs  and  deducted  as  expenses.   To 
clarify  the  legal  situation,  the  committee  decided  to  let  farmers 
expense  all  soil  and  water  conservation  expenditures  like  terracing. 
S.  Kept.  83-1622  (1954),  p.  33 

Fertilizer 

This  deduction  was  enacted  in  1960  to  affirm  what  had  been 

standard  accounting  practice  until  the  IRS  began  to  question  it. 

Explained  the  Senate  Finance  Committee: 

For  many  years  it  has  been  the  universal  practice  of  farmers 
to  deduct  the  cost  of  fertilizer  and  lime  in  the  year  in  which 
it  is  paid  or  incurred.   Recently,  however,  ...  the  IRS  has 
questioned  a  deduction  for  lime  and  fertilizer  on  the  ground 
that  its  cost  is  a  capital  expense  which  should  be  spread  over 
the  beneficial  life.   This  is  contrary  to  the  long-accepted 
and  widespread  practice  .... 

In  order  to  make  certain  the  intention  of  Congress  that 
these  expenses  be  treated  as  business  expenses,  your  committee 
has  added  a  new  section  18  0  to  the  Internal  Revenue  Code  .... 
S.  Rept.  86-1767  (I960),  p.  13 

Clearing  land  for  farming 

The  Senate  added  this  amendment  to  the  1962  Revenue  Act.   The 

Finance  Committee  reported: 

At  the  present  time,  expenditures  made  during  the  preparatory 
period  in  extending  a  farm  may  not  be  deducted  since  they  are 
not  expenses  incurred  in  the  business  of  farming.   Examples  of 
expenditures  of  this  nature  which,  under  existing  law,  must  be 
capitalized  are  expenditures  (including  materials  and  labor) 
incurred  in:   (1)   clearing  brush,  trees,  and  stumps,  (2) 
leveling  and  conditioning  land,  and  (3)  straightening  creek 
beds.   Because  expenditures  for  these  purposes,  when  incurred 
in  order  to  make  the  land  suitable  for  farming  (like  expenditures 
for  soil  conservation) ,  are  also  closely  associated  with  the 
trade  or  business  of  farming,  your  committee  believes  it  would 
be  proper  to  allow  their  deduction  to  a  limited  extent. 
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B,      Second  group   --    the    itemized  personal   deductions . 

The  Montana  tax  law  next  references  for  deductions  "the  items 
referred  to  in  section  ...  211  of  the  Internal  Revenue  Code  ...." 
These  items  are  the  so-called  personal  deductions,  which  would  not 
arise  in  a  business  context.   With  the  exception  of  section  212, 
and  possibly  the  new  219,  they  benefit  middle  to  lower  income  groups 
proportionately  more  than  they  benefit  the  wealthy.   They  are,  as 
set  out  in  I.R.C.  sec.  211,  subsequent  sections  as  follows: 

Sec.  212.   Expenses  for  production  of  non-business  income 

Sec.  213.   Medical  and  dental  expenditures 

Sec.  214.   Care  of  certain  dependents 

Sec.  215.   Alimony 

Sec.  216.   Cooperative  housing  costs,  stockholders 

Sec.  217.   Moving  expenses 

Sec.  219.   Contributions  to  individual  retirement  accounts 

Expenses  for  production  of  income 

The  1954  code  preserved  existing  law  which  allowed  an  individual 
to  deduct  expenses  connected  with  earning  income  or  managing  and 
maintaining  income-producing  property.   The  House  tacked  on  a 
provision  that  year  allowing  deduction  of  the  legal  and  other  costs 
"in  connection  with  the  determination,  collection  or  refund  of  any 
tax."   No  rationale  was  given.   The  expenses  most  often  deducted  under 
this  section  are  dues  to  labor  unions  or  professional  societies. 

Medical  expenses 

Pechman  says  the  best  rationale  which  can  be  adduced  for  the 
whole  group  of  personal  deductions  is  that  they  represent 
large,  unusual,  and  necessary  personal  expenditures.   Deductions 
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for  extraordinary  medical  expenses  are  the  best  examples  of 
this  group.   Such  expenses  are  often  involuntary  and  unpre- 
dictable and  may  exhaust  a  large  proportion  of  the  taxpayer's 
total  income  in  a  particular  year.   When  a  serious  illness 
strikes  a  member  of  the  family,  its  ability  to  pay  taxes  is 
clearly  lower  than  that  of  another  family  with  the  same  income 
whose  members  are  healthy. 

A  deduction  of  this  type  has  existed  for  many  years.   The 

1954  code  dropped  the  threshold  from  5%  to  3%  of  adjusted  gross 

income  and  doubled  the  maximum  from  $1,250  to  $2,500  per  exemption, 

saying  the  old  limits  did  not  encompass  all  "extraordinary"  medical 

costs.   S.  Rept.  83-1622  (1954),  p.  35.   Special  treatment  for 

taxpayers  over  65  years  old  was  added  in  1958  and  1964,  and  in  the 

1965  medicare  bill,  taxpayers  were  allowed  a  separate  deduction  of 

one-half  the  cost  of  health  insurance,  up  to  $150  a  year,  and  repealed 

the  maximum  limits.   IRS  and  the  Senate  Finance  Committee  opposed 

the  health  insurance  deduction,  saying  it  could  set  a  bad  precedent, 

but  the  conference  committee  left  it  in.   The  precedent  may  be  for 

deduction  of  other  sorts  of  insurance  premiums.   Erosion  of  the  tax 

base,  as  of  the  soil,  starts  with  tiny  cracks. 

Care  of  certain  dependent  children 

As  amended  in  1971,  this  deduction  covers  expenditures  for 

day  care  or  baby  sitting  when  the  taxpayer  has  no  spouse  and  does 

not  earn  over  a  certain  amount.   The  Senate  Finance  Committee  said: 

This  provision  should  be  of  assistance  both  in  meeting  the 
unusual  household  and  child  care  expenses  faced  by  what  are 
essentially  one-adult  families  and  at  the  same  time  should 
provide   significant  employment  opportunities  for  many  presently 
seeking  employment.   S.  Rept.  No.  92-437  (1971) 

Alimony 

Alimony  (but  not  child  support)  payments  have  been  deductible 
since  the  194  2  Revenue  Act,  when  Congress  substantially  hiked  the 
tax  to  meet  the  burdens  of  World  War  II.   Alimony  received  is  part 
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of  the  recipient's  taxable  income. 

Housing  coop  stockholders 

This  is  a  wordy  deduction,  added  in  1962,  to  create  parity 
between  the  tenant  stockholders  in  a  cooperative  housing  apartment 
development  and  the  tenant-stockholders  in  a  cooperative  housing 
development  of  separate  homes. 

Moving  expenses 

This  is  another  recent-vintage  deduction,  added  in  1964  when 

Congress  was  concerned  with  persistent  poverty  in  regions  such  as 

Appalachia.   The  House  of  Representatives  was  told  by  the  Ways  and 

Means  Committee: 

Your  committee  believes  that  it  is  important  to  remove  deterrents 
to  the  mobility  of  labor.   Anything  which  can  be  done  in  this 
respect  should  aid  in  reducing  local  structural  unemployment. 
(H.  Rept.  No.  749,  1963) 

The  committee  also  noted  that  under  existing  law  when  an 
employer  reimbursed  a  transferred  employee's  moving  expenses,  the 
amount  was  excluded  from  the  employee's  income  since  they  were 
incurred  in  the  interest  of  the  employer;  this  was  described  as 
discriminating  against  new  employees  and  those  not  reimbursed. 

And  thus  the  Revenue  Act  of  1964  added  the  moving  expenses 
deduction.   While  this  may  serve  a  national  policy  of  getting  the 
unemployed  to  move  to  states  where  jobs  exist,  its  utility  to 
individual  states  is  not  so  clear.   Since  the  minimum  distance  of 
the  move  must  be  50  miles,  the  deduction  may  be  taken  more  frequently 
in  Montana  than  in  densely  settled  states. 

Individual  retirement  accounts 

This  deduction  was  enacted  by  the  Pension  Reform  Act  of  1974 
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to  give  self-employed  persons  equity  with  those  who  work  for  others 
and  whose  retirement  benefits  are  not  always  treated  as  income. 

SOCIO-ECONOMIC  PATTERNS  OF  THE  DEDUCTIONS  AND  EXCLUSIONS 

Pechman  presents  Treasury  Department  figures  indicating  that 
the  itemized  deductions  altogether,  and  medical  expenses  in  particu- 
lar, benefit  the  poor  the  most  (Figure  4-5)  .     The  curve  is 
slightly  different  for  the  interest  paid  deduction,  indicating  that 
it  most  benefits  taxpayers  with  adjusted  gross  income  of  $10,000 
(1968  figures) .   However,  the  total  effect  is  striking:   at  the  top 
of  the  income  scale,  itemized  deductions  amount  to  less  than  20% 
of  adjusted  gross  income.   Yet,  stories  of  the  super-rich  who  avoid 
all  tax  are  commonplace,  and  it  is  generally  accepted  that  the  70% 
top  bracket  is  a  chimera,  that  35%  is  about  the  highest  percentage 
anyone  actually  pays. 

How  do  the  wealthy  bring  down  their  tax  liability  if  not 
through  the  itemized  deductions?   Through  the  definition  of 
adjusted  gross  income,  it  would  appear.   Capital  gains  and  municipal 
bonds  are  the  principal  means  of  tax  avoidance.   Pechman 's  table  C-11 
makes  this  clear:   capital  gains  treatment  alone  drops  the  highest 
bracket  from  69.3%  to  46.3%. 
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FIGURE  4-5.  Itemized  Deductions  as  a  Percentage  of  Adjusted  Groji 
Income,  Taxable  and  Nontaxable  Federal  Individual  Returns,  1968 
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